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sioner; A. A.Manship, Assjstant Franchise’
Tax Comm ssioner; H H Linney, Deputy -~
Attorney Ceneral; Frank L. Gueréna

OPI NI ON

Appel lants were affiliated corporations within the neaning
of Section 14 of the Bank and Corporation Franchise Tax Act
(Chap. 13, Stats, 1929) and, pursuant to that Act filed a con-
sol idated return covering their business for the year ended
Decenber 31, 1928, Thereafter, the Franchise Tax Conmi ssioner
notified themof his proposal to assess an additional tax under.
Section 25 of the Act. The determnation of the correct amount
of the tax is now before this Board upon an appeal follow ng
the refusal of the Conm ssioner to nmodify his action.

To effectuate a plan of re-organization, in Septenber, i92¢
Appel l ants caused to be organi zed under the laws of this State,
a corporation named City Investnents, Ltd., and thereupon trans.
ferred and assigned to that corporation any and all meneys due
or to becone due to the Appellants, In Decenmber, 1929, pursuant
to proceedings instituted in the Superior Court for the City
and County of San Francisco, each of the Appellants was dissolve

_ To secure the decrees of dissolusion the Appel|lant corpo-
rations found it nzcessary t0 pay iumier protest) the amount of
addi tional tax assessed by-the Commisuioner, as Section 29 of
the Act appears to make such payment @ condition precedent to
the entry of the decrees. As she successor of the Appellant
corporations within the nmeaning of Section 27 of the act, City
I nvestnents, Ltd. is asking for the refund of whatever exaction
fromthem may be determned by this Board to have been excessive

Three grounds are urged as the basis for this appeal:

1. That the Franchise Tax Commissioner erred in refusing
to allow as a deduction', in his conputation of net inconme of
the Appellants for the year 1928, the sum of 50,889.48, repre-
senting the anount of a judgment which became final against the
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Uni versal Conpany in that year

2. That the Franchise Tax Comm ssioner erred in refusing
to accept the actual cost of certain real property acquired bY
the Mssion Consolidated Realty Conpany in 1914 aS the basis for
determnation of the loss sustained upon the sale of such
property in 1928.

3. That the Franchise Tax Conm ssioner erred in his com
putation of the proposed additional assessment by refusing to
recogni ze the validity of the contention of the Appellants that
they could be taxed only for the privilege of exercising their
respective franchises fromJuly 1, 1929 to Decenber 31, 1929,
and that their tax should be neasured, accordingly, by only
one-half of their income for the 'preceding cal endar year.

VW shall consider the grounds urged in the order of their
enunmeration, and, therefore, shall discuss first the
question of the deductibility of the judgment nentioned. The

pertinent provisions of the |law on the subject are to be found
In Sections 8 and. 10 of the Act.

In part, Section 8 provides:

"In conputing 'net income' the follow ng deductions shal
be all owed:

"(d) Losses sustained during the taxable year and not com
pensated for by insurance or otherwise-ee--. "

Section 12 contains this provision:

"The net inconme shall be conputed upon the basis of the
taxpayer's annual accounting period, fiscal year .or cal endar
year as the case may be, in accordance with the method of
?ccountlng regularly enployed in keeping the books of such

axpayer----- .

The | anguage of Section 8 is simlar to that of Section
234( a) (4th% of Federal Revenue Act of 1918 540 Stat. at L.
1057), and the provision of Section 12 quoted is anal ogous to
Section 212(b) of this same federal act.

Under Section 234(a) (4th) of the Revenue Act of 1918
(Supra), it has been held that a judgment against a corporation
for a breach of contract is deductible as a loss. (Lucas v.
American Code Co. Inc., 50 Sup. . Rep. 202).

. In the instant case, the Universal Conpany was sued for .
failure to p%¥ certain balances clainmed against it by the Paci-
fic Gas and Electric Cpnﬁan% on account bt electrica energy
for the purchase of which the Universal Conpany had contracted.
The electricity was delivered during 1920, 1921, and 1922.
Judgnent was rendered agai nst the Universal Conpany in 1926,but
an appeal was taken and this judgnent did not becone final until
1928, when it was paid.
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Both the ApPeIIants and the Conm ssioner seemto have pro-
ceeded upon the theory that a charge of this kind, if allowable
as a deduction fromgross income to arrive at the net, Ls to be
regarded as coming wthin the purview of subd|V|S|oﬂa) of
?ectlo? 8 of the Act. This subdivision provides for the deduc-

ion o

~ MLl the ordinary and necessary expenses paid or incurred
during the taxable year in carrying on business----- .

The Appellants contend that the #udﬁnent I's deductible as
an "ordrnary and necessary expense" of their business, while the
Commissioner advances the view that "a judgnment resolving a dis
pute under a contract for the supply of power cannot fairly be
regarded as an 'ordinary' expense."

Wth this divergence of views we are not greatly concerned.
In the absence of an interpretation of Section & of the Act by
the courts of this state,we regard as controlling the holding
of the federal courts with reference to the analosous provi sion:
of Section 234(a) (4th) of the Revenue Act of 1918 (Supra)

~ \% have already observed, the federal courts have held th:
a,jud?nent agai nst "a corporation for a breach of contract is
deductible as a loss. There is provision in subdivision (d) of
Section 8 of the Act for the deduction of a |oss sustained by )
corporation and we think that the judgnent rendered against the
Uni versal Conpany cones within that category.

~ However, it becones inportant to determ ne whether or not
this particular judgnent represents a |oss sustained "during the
t axabl e year" as specified by subdivision (d) of Section 8 of tb
Act. Again we must turn to federal precedents, since the courts
of our state have never passed upon this provision of our |aw
The ternms of Section 12 of the Act are parallel to those of
Section 212(b) of the Revenue Act of 1918 (Supra), as we have
al ready pointed out.

There seemto have been two theories applicable to the
obl em of when a judgment nay be deducted as aloss. Some
ses hold that the time for naking the deduction is the year
which the judgnent was rendered; others that the proper tine
the deduction is the year in which the judgment becones fina

I'n those cases holding that a judgnent is to be deducted
when it is rendered, there have always been unusual circunstance:
such as adm ssion of liability or creation of a fund for the
Bgynent of the ﬁgdgnent. (Becker Bros. v. U S., 7 Fed. (2d) 3;

|eable Iron Range Co. v. @R S.OY. cI. 441). |If there
I's no defrnite admssion of Tiability or other special circum
stance of that type, and the #udgnent is appealed, it cannot be
sai d that the taxpayer has suffered a loss until the case is
affirmed on appeal.  (Consolidated Tea Co. v, Bowers, 19 Fed.
(2d) 382; Lucas v. AmefTcan Code Co0. Inc., 74 T. ed (adv) 296,
reversing the decision of the Grcuit Court in 30 Fed. (2d) 222)
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The Franchise Tax Conm ssioner cites the case of Pravidence
Coal Co. v. Lucas, 39 Fed. éZd) 109, decided by the United State:
District Court on February 1930, as sustaini'ng his position
that the judgnent against the Universal.Conpany is not deductibl:
I n 1928, " The authority of that case i s weakene bx the fagt .
that the United States” Supreme Court decided the Anerican voce
Company case (Supra? on February 24, 1930, and established a
standard for the allowance of a deduction in the year of the
breach as foll ows:

"In the few cases in which the Board of Tax Appeals has
al lowed a deduction in the year of the breach, the contracts,
involving the purchase and sale of goods, were performable in
a conparatively short period; the approximate amunt of damages
was reasonabIK_predlctabIe; negotiations for settlement had been
commenced within the year and were conpleted soon after its
close; and the taxBayers had accrued on their books, at the enc
of the year, a liability reasonably estinmated to equal the amour
of the damages."

The facts in the appeal before our Board seemto bring the
case squarely within the rule established by the Supreme Court
hol ding that, ordinarily, a judgnent is deductible as a loss in
the year in which it becomes final. In the case under considera
tion the breach of contract occurred in 1920, 1921 and 1922.

Suit was instituted and judgnent rendered in 1926. An appeal we
taken and the judgment was affirmed in 1928. The Universal
CDnBany at all times vigorously contested the validity of the
1926 judgment, and, according to the evidence before us, never
admtted liability. It is stated that the conpany was so con-
vinced that it was right that no accrual was made in 1926 on the
books of the corporation to pay the claimin the event of an
adverse deci sion,

As in the case of the Consolidated Tea Conpany, supra, the
corporation did not part with the nnney until the judgnent was
affirmed. During the interim between the rendering of the judg-
ment and the final determnation of the appeal, the conpany had
the use of the nmoney. To call the judgment a "loss™ sustai ned
in 1926 seens illogical and contrary to the facts; Therefore,
we concl ude that the amount of the judgment against the Universe

Cbnpaqg I's deductible as a loss in arriving at the net income
for 1928.

_ Turning to the second point urged upon this appeal, we
find Mssion Consolidated Realty Conpany, one of the Appellants,
clainms that the Conm ssioner should have considered the actua
cost of real property in San Francisco acquired by it in 1914
as the basis for the determnation of the |oss sustained upon
the sale of the property in 1928, According to the evidence
before us the original purchase price of the property was
$116,261.44, and after deduction of depreciation of” $11,735.75
witten off between 1914 and 1928, the fppellants arrive at a
val ue of §104,525.69 as of January 1, 1928, The property was
sold in 1928 for $65,000.00 so that the Appellants conputed a
| oss of 439,525.69.

36



Appeal of San Christina _ lnvestment Conpany, Gty Investment
n L on Consol i Real ny and Univer sal Compa

The pertinent provisions of the law on the subject are :o
be found In Section 19 of the Act, which reads in part as foll ow

"For the purpose of ascertaining the gain derived or the
loss sustained fromthe sale or other disposition of property,
real , personal or mxed --------in the case of property acquirec
prior to January 1, 1928, and disposed of thereafter, the basis
shal| be the fair market value thereof as of said date.”

Fromthe foragoing it is apParent that the question for
determnation i s whether or not the nethod for determning vaiw
as of January 1, 1928 urged by the_taxgayer I's designed to ful-
fill the requirenent that "the basis shall be the fair market
val ue thereof as of said date." In simlar questions arisirg
under the Federal Revenue Act it has been held that the pirase
"fair market val ue" does not relate necessarilytocost or
depreci ati on.

In the Aggeal of Rockford Malleable Ilron Wrks, 2 B. T. &.
817, it is sald:

. "Value is a real, actual, definite thing and, in many
instances, cost or depreciation, or both, have very |ittleée to .
dowthit. Value is what the_PrQPerty 1s worth, It is what i~
would bring in the open market if offered for sale by an owner
willing, but not conpelled, to sell to a purchaser mnII|nﬁJ but
not conpelled, to buy. Value is frequently affected by things.
far removed from depreciation or cost."

See, also, Appeal of Hart Cotton MIIls, 2 B. T. 4. 973;
Appeal of Stokes MTTing Co..,. 2 B. I. A 1284,

It is essential to the establishnent of a "fair narket
value" that evidence be heard. Hei ner v. Crosby, 24 Fed. (2d)
191.) The precise date of sale of The proFerty does not appear
fromanything submtted to us by the Appellants. Fromall the
evi dence before this Board the fact may be that the property wac
sold very shortly after January 1, 1928, |Its price woul'd cér-
tainly be a good indication of "its "fair market value", in the
absence of anything show ng that the sale was influenced by ab-
,normal factors. Therefore, we conclude that the Appellants
have failed to show error in the Conmssioner's ruling with
regard to the alleged |oss upon the sale of the property.

_ The third point raised by the Appellants relates to what
Is described as an "overlap™ between the taxes inposed under
Chapter 13, Statutes 1929, and those previously |evied under
Section 3664a of the Political Code. It is contended that the
Bank and Corporation Franchise Tax Act (Supra) iS unconstitutio
insofar as it attenpts to inpose a tax on the privilege of doin
busi ness during the months covered by tax payments nade under
Section 3669 of the Political Code. Relying upon the |anguage
used in receipts issued by the State Controller pursuant to tha
section, Appellants say that taxes paid on their corporate fran
chises, according to assessnents nmade by our Board as of the
first ﬂbnday in March, 1928, were for the fiscal year ended
June 30, 1929. Because Section 16 of Article XIII" of the
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Constitution, under which the taxes questioned in this proceed-
ing are inposed specifies that they shall be "in lieu" of the
taxes on -corporate franchises, the Appellants conclude that it
I's unconstitutional to assess the new tax for any tine prior to
July 1, 1929.

~There is nothing in Section 3669 of the Political Code
specifying that the corporate franchise taxes assessed under
Section 3%64d of the sane code are to "cover" an¥ particul ar
period. So far as we are aware, there is no such provision else
where in the laws. As a fundanental proposition all property
taxes in California are annual and relate to assessments to be
made as of the first Mnday in March. (Const. art. XIll, 3ec,
8). Corporate franchise taxes assessed under Section 3664d of
the Political Code are proper&y taxes. (People v, Alaska
Pacific S. S. Co, 182 Cal. 202). They becone a lien on the
first Mnday 1n March of each year and the value of the fran-
chises to which they attach is fixed as of that date, (Const.
Art XIII, Sec. 14(f {.

Wiile'it is true that the taxes assessed as of the first
Monday in March nmay not be "due and payable" until the first
Monday in July thereafter (Const. #rt,XII, Sec. 14(f)), they
accrue on the assessment date and a subsequent change in the
status of the Broperty, even prior_to the due date, would not
affect the liability for them (Estate of Backesto, 63 Cal,
App. 265). Thus, it has been comon practice of our Board to
require a corporation dissolving after the first Mnday in
March and before the first Mnday in July to pay a tax on the
value of its general corporate franchise as of the first Mnday
in March, in order to discharge its tax obligation to the state.

~ Wen what is now Section 16 of &irticle XII1 of the Con-

stitution was drafted in 1928 it was apparently oriented on the
same assessnment date, because in referrln? to the taxes to be

| evied thereunder it provides that "said taxes shall becone a
lien on the first Mnday in March of 1929 and of each year
thereafter.”" However, the enabling statute proposed by the
authors of the plan for the new corporation tax calls for the
payment of taxes on the basis of a "taxable year.,” and fromthe
provisions relating to the inauguration of the plan, It IS
Bla[n that taxation of corporations for the pr|V|IePe of doing
usiness from and after January 1, 1929, is contenplated.
(Stats. 1929, Chap. 13, Sees. 4, 11, 12 and 13). The tax is
made a lien as of the first Mnday in March of each year,

al though in the cases of corporations with fiscal years it is
not clear to which first Monday in Match the lien relates.
(Stats. 1929, Chap. 13, Sec. 29)

Therefore, we are confronted with the anomalous situation
of a tax apparently intended to accrue on one date and becone a.
lien on another. rtainly, a literal interpretation of the
PrOV|$|ons of the Act to which we have referred indicates that
he first taxes of Appellants thereunder are to be based on the:
net income for the entire year 1928 and are for the privilege o
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doing business in their respective corporate capacities for the
entire year 1929. It mght have been assuned that the "in lisu"
rovisi ons of the constitutional amendment adopted in 1928
Const. Art. XIIl, Sec. 16) neant that in the place of the
corporate franchise tax which would becone a lien on the first
Monday in March of 1929, there would be this substitute "privi-
lege" tax accruing and becomng a |ien on the same date.

While we are not convinced that the paymsnt of 1928 corno-
rate franchise taxes "covered" the period expiring June 3¢, 795
It does seem apparent to us that nofurther corporate franchisc
taxes could have accrued prior to the first anda¥ in Marct o7
1929. Therefore, any other taxes accruing before that date
nust be regarded as overlapping the 1928 general corporate fran-
chise taxes. However, wedo not believe that it follows neces-
sarllﬁ that the overlapping taxes are unconstitutional, even
t hough they may involve a paractical duplication.

There is no constitutional inhibition of the Passa e of
retroactive laws in this State. In the absence of such a pro-
vision, there is no inherent invalidity in retroactive incone
or excise taxation. (Stockdale v, Atlantic Ins. Co , 20 Wall,
(U. S.) 323, 22 L. ed. 348; Brushaler v, Union Pacific, 240
U, S. 1, 60 L. ed. 4393 and cases cited in 11 A L. R 518).
Theoretically, at least, the tax "according to or neasured by"
net inconme inposed under the Act IS an excise tax, Perhaps it
Is an income tax. (Macallen v. Massachusetts, 279 U. S. 620),

Probably it is not a property tax, although i1t is expected to
repl ace one.

Wiile the fairness of the overlap may be dubious, apparent:
there is no constitutional objection to inposing an excise tax
and a prppertK tax sinultaneously on corporations. This was
done during the period from 1915 to 1927, when the corporation
license tax based upon the authorized capitalization and the
general corporate franchise tax were both in effect. Section if
of Article XIIl of the Constitution provides that the new
"excise" tax shall be in lieu of the old property tax, but that,
in effect, is a suspension of the old coincident with the adop-
tion of the new, and not necessarily a limtation upon the tine
when the new tax nay begln to operate. (Hunter v, Gty of
lgﬁngphls (Ten?:,)»;é S. W 828; Tennessee_ v. Bank of Conmerce

’ ed. 0 .

In view of the these considerations, we conclude that
al though the tax which the Conmm ssioner proposes to assess
agai nst the Appellants does overlap their 1928 corporate fran-
chise taxes to the extent of the period between January 1 an¢
Vﬁrch L, 1929, there is no constitutional provision prohibiting
s,

ORDER
Pursuant to the views expressed in the opfnion of the
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Board on file in this proceeding, and gocd cause appeering
t herefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECEEED, that the action
of Reynold E. Blight, in overruling the prctest 0f San Christine
| nvest ment Conpany, City Investnent Company, ¥.S 10N Clrselidace
Realty Conpany and Universal Conmpany agains: a proposed =zadi-
tional assessiment based upon their consolidated return for the
ear ended December 31, 1928, under Chapter 13,Statutes of 1929.
e and the sane is hereby reversed as to k’: iisallowance a? a
deduction in conputing net income for that vear a Judgment for
$50,889.48 becoming final against Universzl + ompany in 1928 ; it
IS ?_urt_her ordered, adjudged and decreed vnet the action of saif
Conmi ssi oner be sustained as to all other objections nade to i
by said Appellants. Said Conm ssioner is hereby ordered to
modi fy his ﬁroRosed additional assessment and to proceed in con-
formty with this order.

Done at Sacramento, California, this 4th day of August,
1930, by the State Board of Equalization. ‘

. R E Collins, Chairman .
H G Cattell, Menber
Jno. C. Corbett., Menber
Fred E. Stewart, Menber

ATTEST: Dixwell L. Pierce, Secretary
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